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The Federd Reserve Board appreciates this opportunity to comment on issues related to H.R.
859 and H.R 758. The Board strongly supports the provisons in these bills that would diminate the
prohibition of interest on demand deposits, authorize the Federa Reserve to pay interest on balances held
by depository ingtitutions at Reserve Banks, and provide the Board with increased flexibility in setting
reserve requirements. Aswe have previoudy testified, unnecessary restrictions on the payment of interest
on demand deposits at depository ingtitutions and on balances held at Reserve Banks distort market
prices and lead to economicaly wasteful efforts to circumvent these restrictions. And those efforts are
more readily undertaken by larger banks, especidly for their larger business cusomers. Moreover, these
bills would enhance the toolkit available for the continued efficient conduct of monetary policy. In
addition, the provison of increased flexibility in setting reserve requirements would alow the Federa
Reserve to reduce a regulatory burden on depository ingtitutions to the extent that is congstent with the
effective implementation of monetary policy.

As background for consdering paying interest on baances held a Reserve Banks, let me begin
by discussing the role of such baances in the implementation of monetary policy. The Federd Open
Market Committee (FOMC) formulates monetary policy by setting atarget for the overnight federd funds
rate--the interest rate on loans between depository indtitutions of balances held in their accounts at
Reserve Banks. While the federd funds rate is a market interest rate, the Federal Reserve can strongly
influence itslevel by adjusting the aggregate supply of deposit baances held at Reserve Banks through
open market operations--the purchase or sae of securities that causesincreases or decreasesin such
balances. However, in deciding on the appropriate level of balances to supply in order to achieve the
targeted funds rate, the Open Market Desk must estimate the aggregate demand for such balances.

Depostory inditutions hold three types of balances a the Federd Reserve--required reserve
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balances, contractua clearing balances, and excess reserve balances. Required reserve balances are the
balances that a depository ingtitution must hold to meet reserve requirements. At present, the Federd
Reserve requires depository indtitutions to maintain reserves equa to 10 percent of their transaction
depogits above certain minimum levels. Reserve requirements may be satisfied ether with vault cash or
with required reserve baances, neither of which earn interest.

Depository indtitutions may aso commit themsalvesin advance to holding additiond balances
caled contractud clearing balances. They are cdled clearing balances because indtitutions tend to hold
them when they need ahigher level of balances than their required reserve balances in order to pay
checks or make wire transfers without running into overdrafts. Currently, clearing balances do not earn
explicit interest, but they do earn implicit interest for depository indtitutions in the form of credits that may
be used to pay for Federal Reserve services, such as check clearing. Finaly, excess reserve balances,
which earn no interest, are funds held by depository indtitutionsin their accounts at Reserve Banksin
excess of their required reserve and contractud clearing balances.

To conduct policy effectively, it isimportant that the combined demand for these ba ances be
predictable, so that the Open Market Desk knows the volume of reserves to supply to achieve the
FOMC'starget fundsrate. It isaso hdpful if, when thelevel of balances unexpectedly deviates from the
De'sintention, banks themselves engage in arbitrage activities that help to keep the rate near its target.
Depository ingtitutions must maintain their specified levels of both required reserve and contractua
clearing baances, not day-by-day, but on an average basis over atwo-week maintenance period. The
required amounts of both types of baances are known prior to the beginning of the maintenance period,
so the Open Market Desk knows the balances it needs to supply on average over the period to satisfy

these needs. Moreover, the two-week averaging creates incentives for depository ingtitutions to arbitrage
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the funds rate from one day to the next in a manner that helps keep that rate close to the FOMC's target.

For ingtance, if the funds rate were higher than usua on a particular day, some depository ingditutions
could choose to hold lower balances on that day, and their reduced demand would help to damp the
upward pressure on the fundsrate. Later in the two-week period, when the funds rate might be lower,
those indtitutions could choose to hold extra baances to make up the shortfdl in their average holdings of
reserve balances.

The averaging fegture is only effective in gabilizing markets, however, if the sum of required
reserve and contractud clearing baances is sufficiently high that banks hold balances, on the margin, asa
means of hitting their two-week average requirements. If their sum dropped to avery low levd,
depostory ingtitutions would be at increased risk of overdrafting their accounts at Reserve Banks because
of unpredictable payments out of their accounts late in the day. Depositories would then need to hold
higher levels of excess reserves as a precaution againgt such overdrafts, and demand for these excesses
would vary from day to day and be difficult to predict. For example, on days when payment flows are
particularly heavy and uncertain, or when the distribution of reserves around the banking sysem is
subgtantidly different from normd, depositories need a higher than usud level of these excess badances as
a precaution againgt the risk of overdrafts. The uncertainties about the level of baances that depositories
wish to hold on a given day would make it harder for the Federal Reserve to determine the gppropriate
daily quantity of balances to supply to the market to keep the federd fundsrate near the target level set
by the FOMC. Moreover, if the demand for balances were determined largely by daily precautionary
demands for excess reserves, there would be less scope for arbitrage of the funds rate by depositories
across the days of a maintenance period. Asaresult, the funds rate could become more volatile and

could diverge markedly a times from its targeted leve.
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Moderate levels of volatility are not a concern for monetary policy, in part because the Federd
Reserve now announces the target federd fundsrate, diminating the possibility that fluctuationsin the
actud funds rate in the market would give mideading sgnds about monetary policy. A ggnificant increase
in voldility in the federd funds rate, however, would be of concern to the extent that it affects other
overnight interest rates, raising funding risks for most large banks, securities dedlers, and other money
market participants. Suppliers of funds to the overnight markets, including meny smdl banks and thrifts,
would face greater uncertainty about the returns they would earn and market participants would incur
additiond cogisin managing their funding to limit their exposure to the heightened risks.

Aswe have previoudy tedtified, the issue of potentia volatility in the funds rate has arisen in recent
years because of subgtantia declines in required reserve ba ances owing to the reserve-avoidance
activities of depoditory inditutions. Depositories have dways atempted to reduce required reserve
baances to aminimum, in large part because those balances earn no interest. Since the mid-1970s, some
commercid banks have done so by sweeping the reservable transaction deposits of larger businessesinto
insruments that are not subject to reserve requirements. These wholesale business "sweeps' not only
have avoided reserve requirements, but aso have alowed some businesses to earn interest on instruments
that are effectively equivaent to demand deposts. In recent years, developments in information sysems
have dlowed depository ingtitutions to sweep transaction deposits of retail customers into nonreservable
accounts. These retail sweep programs use computerized sysemsto transfer consumer and some smal
business transaction deposits, which are subject to reserve requirements, into savings accounts, which are
not. Largely because of such programs, required reserve balances have dropped from about $28 hillion
in late 1993 to around $7 billion or $8 billion today.

Despite the reductions in required reserve baances, the federd funds rate has not become more
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volaileto date. To an extent, this Sability reflects the increasingly important role of contractud clearing
balances, which have risen over the last decade in part as banks have sought to reduce risks of overdrafts
after they implement retail sweep programs. As| noted previoudy, clearing balances earn implicit
interest; reserve balances do not. Moreover, the declines in short-term interest rates since early 2001
have reduced the opportunity costs of holding transaction deposits and reserves, thereby dowing the
further spread of sweep programs. Lower interest rates have a so boosted the amount of contractual
clearing ba ances needed to be held to pay for any given level of Federd Reserve services. In addition,
improvements in information technology have evidently dlowed depostory ingtitutions to become much
more adept at managing ther reserve postions, and as aresult, their needs for day-to-day precautionary
baances have falen consderably. A number of measures taken by the Federal Reserve dso have helped
to foster gahility in the funds market. These include improvements in the timeliness of account informeation
provided to depository indtitutions, more frequent open market operations geared increasingly to daily
payment needs rather than two-week-average requirements; a shift to lagged reserve requirements, which
gives depositories and the Federal Reserve advance information on the demand for reserves, and
improved procedures for estimating reserve demand.

However, if interest rates were to return to higher levels, siweep activity could intensfy again and
potentialy become a concern. To prevent the sum of required reserve and contractud clearing balances
from dropping even lower and to diminish the incentives for depositories to engage in wasteful reserve-
avoidance activities, the Federd Reserve has long sought authorization to pay interest on required reserve
balances and to pay explicit interest on contractua clearing baances. H.R. 758 would provide such
authorization. With interest paid on required reserve baances, some sweep programs would likely be

unwound, and new programs would be less likely to be implemented, thereby helping to boost the level of
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such balances. Eliminating such wasteful reserve-avoidance activities would aso tend to improve the
efficiency of the financid sector.

Payment of explicit interest on contractua clearing baances could result in an increase in the leve
of these balances;, some depositories are currently constrained in the amount of such baancesthat can
earn usable credits because of their limited use of Federal Reserve services. Moreover, payment of
explict interest would help to maintain the leve of dearing baances a atime of rigng interest rates. At
present, some depositories pay for al their Federal Reserve services with credits earned on clearing
balances, these indtitutions would not be able to use their additional creditsif interest ratesweretorise. If
enough inditutions were in this position, contractua clearing baances might drop below levels needed to
be helpful for the implementation of monetary policy. With explicit interest, the level of balances on which
interest could be effectively earned would not be limited to the level of chargesincurred for the use of
Federal Reserve services. Therefore, these depositories would not be impelled to reduce their balances
when interest rates rise.

The authorization to pay interest on excess reserve balances, contained in H.R. 758, would be a
potentialy useful addition to the monetary toolkit of the Federal Reserve, dthough such interest payments
are not needed for monetary policy purposes at the current time. An interest rate on excess reserves
would tend to act as afloor on overnight interbank lending rates, a depository would not likdly lend
bal ances to another depository at alower interest rate than it could earn by keeping the excess fundsin its
account at the Federd Reserve. Some other central banks pay interest on non-reserve deposits to
provide such afloor for interest rates and aso use a pendty interest rate on their lending to provide a
caling for overnight rates. In January of this year, the Federd Reserve indituted alending facility thet

should smilarly help to mitigate upward spikesin overnight interest rates. 1t is unclear how wdl a celling
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and floor arrangement, as used by other centra banks, would work in the United States, but the ability to
pay interest on excess reserves might prove useful in the future as policy implementation evolves.

At present, the Federal Reserve is condrained in itsflexibility to adjust reserve requirements. By
law, the ratio of required reserves on transaction deposits above a certain level must be set between 8
and 14 percent. The authorization of increased flexibility in setting reserve requirements, included in H.R.
758, would dlow the Federd Reserve to condder the possibility of reducing reserve requirements below
the minimum leves currently alowed by law, and even, conceivably, to zero a some point in the future,
provided we are also granted the authority to pay interest on contractud clearing balancesto ensure a
stable and predictable demand for the remaining deposit balances a the Federd Reserve, an essentid
pillar for the effective implementation of monetary policy. If explicit interest could be paid on contractud
clearing balances, the levd of such baances could potentidly be high and stable enough for monetary
policy to beimplemented with existing procedures for open market operations, even with lower or zero
required reserve balances. If the Federd Reserve were granted the additiond authoritiesincluded in H.R.
758, we would carefully study the new range of possible strategies for implementing monetary policy in
the most efficient possible way for banks, the markets, and the Federd Reserve.

H.R. 758 dso includes atechnica provison related to pass-through reserves. This provision
would extend to barnks that are members of the Federa Reserve System a privilege that was granted to
nonmember inditutions at the time of the Depository Ingtitutions Deregulation and Monetary Control Act
of 1980. It would alow member banks to count as reserves their depositsin affiliated or correspondent
banks that are in turn "passed through™" by those banks to Federal Reserve Banks as required reserve
balances. The provison would remove a congtraint on some banks reserve management and would

cause no difficulties for the Federal Reserve in implementing monetary policy. The Board supportsit.
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The efficiency of our financid sector aso would be improved by diminating the prohibition of
interest on demand deposits, as provided for in H.R. 859. This prohibition was enacted during the Great
Depresson, atime when Congress was concerned that large money center banks might have earlier bid
deposits away from country banks to make loans to sock market speculators, depriving rurd aress of
financing. It isdoubtful that the rationale for this prohibition was ever vdid, and it is certainly no longer
gpplicable today. Funds flow fredly around the country, and among banks of al szes, to find the most
profitable lending opportunities, using awide variety of market mechaniams, including the federd funds
market. Moreover, Congress authorized interest payments on household checking accounts with the
approva of nationwide NOW accounts in the early 1980s. The absence of interest on demand deposits,
which are held predominartly by businesses, is no bar to the movement of funds from depositories with
aurplus funds--whatever their size or location: -to the markets where the funding can be profitably
employed. In addition, small firmsin rurd areas are aole to bypass their loca banks and invest in money
market mutua funds with transaction cagpabilities. Indeed, smdler banks have complained that they are
unable to compete for the deposits of businesses precisdy because of their inability to offer interest on

demand deposits.
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The prohibition of interest on demand deposits distorts the pricing of transaction deposits and
associated bank services. In order to compete for the liquid assets of businesses, banks set up
complicated procedures to pay implicit interest on compensating balance accounts. Banks aso spend
resources--and charge fees--for sweeping the excess demand deposits of businesses into money market
investments on anightly basis. To be sure, the progress of computer technology has reduced the cost of
such systems over time. However, the expenses are not trivid, particularly when subgtantid efforts are
needed to upgrade such automation systems or to integrate the diverse systems of merging banks. Such
expenses waste resources and would be unnecessary if interest were allowed to be paid on both demand
deposits and the reserve baances that must be held against them.

The prohibition of interest on demand deposits also distorts the pricing of other bank products.
Many demand deposits are not compensating balances, and because banks cannot pay explicit interest,
they often try to attract these deposits through the provision of services below their actud cost. When
services are offered below cog, they tend to be overused to the extent that the benefits of consuming
them are less than the costs to society of producing them.

H.R. 859 would delay the effectiveness of the authorization of interest on demand deposits for
oneyear. The Federd Reserve Board bdievesthat a short implementation delay of one year, or even
less, would be in the best interest of the public and the efficiency of our financid sector. A provison of
H.R. 758 would in effect dlow implicit interest to be paid on demand deposits without any delay through
anew type of sweep arrangement, but this provison would not promote efficiency. 1t would alow banks
to offer areservable money market deposit account (MMDA) on which twenty-four transfers amonth
could be undertaken to other accounts of the same depositor. Banks would be able to sweep baances

from demand deposits into these MMDAS each night, pay interest on them, and then sweep them back
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into demand depositsthe next day. Thistype of account would likely permit banks to pay interest on
demand deposits more selectively than with direct interest payments. The twenty-four-transfer MMDA,
which would be useful only during the transition period before direct interest payments were alowed,
could be implemented at lower cost by banks aready having sweep programs. However, other banks
would face a competitive disadvantage and pressures to incur the cost of setting up this new program for
the one-year interim period. Moreover, some businesses would not benefit from thisMMDA. Hence,
the Board does not advocate this twenty-four-transfer account.

Small businessesthat currently earn no interest on their checking accounts would see important
benefits from interest on demand deposits. Larger firms, too, would benefit as direct interest payments
replaced more costly sweep and compensating baance arrangements.  For banks, interest on demand
deposits would increase cogts, at least in the short run. However, interest on required reserve balances
and possibly alower burden associated with reduced reserve requirements would help to offset therisein
costs for some banks. And to the extent that banks were underpricing some services to attract these
"free" deposits, those prices would adjust to reflect costs. Over time, these measures should help the
banking sector attract liquid funds in competition with nonbank ingitutions and direct market investments
by businesses. Smdl banksin particular should be able to bid for business demand deposits on amore
levd playing fidd
vis-a-vis both nonbank competition and large banks using sweep programs for such deposits.
Moreover, large and smdl banks will benefit from the dimination of unnecessary costs associated with
sweep programs and other reserve-avoidance procedures.

The payment of interest on demand deposits would have no direct effect on federd revenues, as

interest payments would be deductible for banks but taxable for the firms that received them. However,
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the payment of interest on required reserve baances would reduce the revenues received by the Treasury
from the Federal Reserve. The extent of the revenue loss, however, has falen over the last decade as
banks have increasingly implemented reserve-avoidance techniques. Paying interest on contractual
clearing balances would primarily involve a switch to explicit interest from the implicit interest currently
pad in the form of credits, and therefore would have essentialy no net cost to the Treasury. The payment
of interest on excess reserves could aso be authorized without immediate effect on the budget because
the Federal Reserve does not expect to use that authority in the years immediately ahead.

H.R. 758 includes a provision to transfer some of the capitd surplus of the Federd Reserve
Banksto the Treasury in order to cover the budgetary costs of paying interest on required reserve
balances. The Board has congstently pointed out that such transfers are not true offsets to higher
budgetary costs. Let me take a moment to explain why.

The Federad Reserve System derivesthe bulk of its revenues from interest earnings on Treasury
securitiesthat it has obtained through open market operations. The System returns a very high proportion
of its earnings every year to the Treasury. 1n 2002, it turned over $24.5 billion, or about 94 percent of its
earnings. In most years, the System retains asmall percentage of those earnings in its surplus account.
The surplus account is a capital account on the Federal Reserve Banks balance sheets. Since 1964, the
Federa Reserve has followed the generd practice of dlowing the surplus to match the paid-in capita of
member banks. Each member bank is required by law to subscribe to the capital stock of its Reserve
Bank in an amount equa to 6 percent of its own capitd and surplus. The Board requires that haf of that
subscribed capital be paid in. The Federa Reserve's surplus account is currently about $8-1/2 billion,
whileitstotal capitd amounts to about $17-1/2 billion. Tota assets of the Federa Reserve are around

$720 billion.
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Traditiondly, the Federal Reserve and virtualy dl other central banks have maintained an
gopreciable levd of cagpitd. Maintaining a surplus account may help support the perception of the centrd
bank as a sable and independent ingtitution by ensuring that its assets remain comfortably in excess of its
lighilities. However, the need for capitd islimited by the modest variability of the Federd Reserve's
profits, the safety of its primary asset, Treasury securities, and the substantid regular flow of earnings from
its portfolio of securities. Moreover, a centrd bank can avoid defaulting on financid obligations by issuing
additiona currency to discharge them. As a consequence, it is difficult to defend a particular level of
surplus as clearly necessary and appropriate.

Whatever the benefits of the surplus account, it should be emphasized that its maintenanceis
costless to the Treasury and to taxpayers. Indeed, atransfer of Federad Reserve surplus to the Treasury
would provide no true budgetary savings or offset to expenses. The transfer would adlow the Treasury to
issue fewer securities, but the Federd Reserve would need to lower its holdings of Treasury securities by
the same amount to make the trandfer. Thus, the leve of Treasury debt held by the private sector would
be unchanged, and the Treasury's interest payments, net of receipts from the Federal Reserve, would aso
be unaffected. Over the years, Congress generdly has concurred with this view, with afew exceptions.
Indeed, congressiond budget resolutions passed in 1996, 1997, 2000, and 2001, aswell as areport last
year by the Generd Accounting Office, noted that transfers of surplus have no red budgetary or
economic effects,

In summary, the Federa Reserve Board strongly supports the proposalsin H.R. 859 and H.R.
758 that would authorize the payment of interest on demand deposits and on balances held by depository
inditutions & Reserve Banks, as well as increased flexihbility in the setting of reserve requirements. We

believe these geps would improve the efficiency of our financia sector, make awider variety of interest-
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bearing accounts available to more bank customers, and better ensure the efficient conduct of monetary

policy in the future.



